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SUBJECT: Manufacturers’ Investnent Credit/Sales or Use Tax Paid for Property/C ains
for Refund in Lieu of Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

Under the Sales and Use Tax Law, this bill would anend the limtation on the
anount of refund allowed to certain manufacturers for the purchase of qualified

property.
SUMVARY OF ANMENDMENT

The January 3, 2000, anmendnents deleted the provisions of the bill relating to
the Manufacturers’ Investment Credit (MC) and replaced themw th a Sales and Use
Tax Law provision relating to the refund allowed to certain manufacturers for the
purchase of qualified property.

EFFECTI VE DATE

As a tax levy, this bill would becone effective i nredi ately upon enact nent.

LEG SLATI VE H STORY

SB 1811 (Ch. 547, Stats. 1994) added Section 6902.2 to the Sales and Use Tax Law
to allow taxpayers to claima refund for the sales or use tax that was paid on
the purchase of qualified property, in lieu of claimng the MC. The refund is
limted to the amount of the taxpayer’s MC that could have been used to reduce
i ncomre or franchise tax liability for the taxable or income year for which the

refund is clainmed. According to the sponsors of SB 1811, the bill was not
intended to accelerate the rate at which taxpayers would be able to use the MC
to offset incone taxes. Instead, it was intended to allow the California

facilities of businesses that operate in nultiple jurisdictions to denponstrate
that expanding activity in California is cost effective. They argued that an
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i ncome tax credit clainmed on the corporate tax return did not distinguish the
facility that generated the credit fromother lines of operation while a sales or
use tax refund is credited to the facility within the context of the business’'s
fi nanci al accounting of its operation.

SB 855 (1997/98) would have allowed a taxpayer in certain circunstances to claima
sal es and use tax refund instead of the MC

SB 1045 (1997/98) woul d have all owed manufacturers of electronic conputers to
claima sales or use tax refund of up to $15 nillion, rather than claimng the
MC

SPECI FI C FI NDI NGS

Current state Personal Income Tax (PIT) and Bank and Corporation Tax (B&CT) Laws
allow qualified taxpayers engaged in specified manufacturing and rel ated
activities a credit equal to 6% of the qualified cost paid or incurred for
qualified property that is placed in service in California. This credit is known
as the Manufacturers’ Investment Credit or MC. MC anmpunts not used in the
current tax year may be carried forward for a maxi num of eight years (ten years
for small businesses as defined).

Current state Sales and Use Tax Law allows “new busi nesses” (as defined) that are
manuf acturers to claima 5% exenption fromsales and use tax instead of the MC.

Current state Sales and Use Tax Law also allows a taxpayer to claima refund for
the sales or use tax that was paid on the purchase of qualified property rather
than claimng the MC. The refund is Iimted to the amount of the taxpayer’'s MC
that could have been used to reduce inconme or franchise tax liability for the
taxabl e or inconme year for which the refund is clained. |If a taxpayer pays only
the $800 m ni num franchi se tax, then no sales or use tax refund is all owed.

Under the Sales or Use Tax law, this bill would anend the limtation on the anount
of sales or use tax refund that is allowed for purchases of qualified property.

The refund woul d be equal to the anmount of allowable MC for the year of the claim
not to exceed the actual sales tax paid or use tax accrued by the taxpayer, rather
than the anount of M C that could have been used to reduce inconme or franchise tax
liability for the taxable or inconme year for which the claimis filed. Thus, a
refund woul d be avail abl e even if the taxpayer paid only the m ni mrumfranchi se tax
for the year in which the refund is clainmed and al so woul d be allowed in an anount
in excess of the taxpayer's franchise or incone tax liability for the year the
claimis filed.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

This bill would allow a taxpayer w thout any franchise or inconme tax
liability (other than the $800 mininumtax) to claima sales tax refund
rather than carrying the MC forward to succeedi ng years. This bil
woul d al | ow taxpayers who have utilized other tax benefits to reduce
their tax liability to the $800 minimumtax to receive a refund of any
unused M C credit for the year that it was allowed but |imted.
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When the M C was originally enacted, a sales and use tax exenption for
all manufacturing taxpayers for their costs of qualified manufacturing
property was rejected by the Legislature as too costly. This bil
effectively creates a sales and use tax exenption.

This bill would propose a refund under the Sales or Use Tax Law for an
income tax credit. This nethod is conplex and may be difficult for
t axpayers and both departnments administering this proposal. It may be

nore appropriate to enact a sales and use tax exenption for al
manuf act uri ng taxpayers.

| npl enent ati on Consi derati ons

Al t hough the departnent does not directly adm nister the refund currently
provi ded under the Sales and Use Tax Law, the departnent does assist BCE
with the refund process by verifying the amunt of credit all owed under
the M C provisions that would be eligible for the sales or use tax
refund. This process was established because there was no other way for
BCE to verify the anmount of the claim It also was nore effective since
the departnment and not BOE adm nisters the M C and thus has expertise
regarding the MC. To date, BOE has received only a few refund
applications and has all owed only one refund.

Under this bill, the volunme of sale and use tax refunds would |ikely
significantly increase since taxpayers that do not have sufficient tax
liability to offset the MC would likely request a refund. |If the
current process of verifying the amount of credit for the BOE is
continued, the increased volume could potentially becone a significant
wor kl oad for the departnment. The department and BOE woul d need to
establish procedures for verifying refund anpbunts and expand i nformation
sharing to prevent taxpayers fromclainmng nore than one tax incentive.

Further, the departnent is finding significant conpliance issues with the
M C. For exanple, taxpayers are claimng the MC for property that is
not qualified (e.g., furniture, exercise equipnent, autonobiles, office
supplies, intangible property) and taxpayers that have business
activities covered under other non-manufacturing divisions of the SIC
Manual are claimng the credit (e.g., retail bakeries). Since this bil
woul d allow a refund of the M C ambunt, conpliance may becone a

signi ficant problem

It is unclear whether the taxpayer can claimthe refund only on anounts
on which they have paid sales or use tax, or whether the refund extends
to anpbunts which qualify for the M C under the capitalized |abor
provisions. |If the capitalized | abor ambunts do not qualify for the
refund, the taxpayer could claima sale and use tax refund for the cost
of the qualified property and claimthe MC for the capitalized | abor
costs, thus conplicating adm nistration of the proposed refund.
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FI SCAL | MPACT

Departnmental Costs

This bill could create a significant workload for the departnent that would
i ncrease departnental costs. Until details of the departnent’s invol venent
in the refund process are worked out with BOE and the author’s staff, the
actual costs cannot be determ ned.

Tax Revenue Esti mate

The order of magnitude General Fund inpact of this bill is projected to be
as follows:

CGeneral Fund Inpact of AB 1611
As Amended January 3, 2000
For Sal es Taxes Paid After Enactnment Only
Assunmed Enactnent After 06/30/2000

(In MI11Ilions)
2000- 01 2001- 02 2002- 03
-$245 -$325 -$325

Not e: General Fund inpacts above reflect sales tax refunds net of what
woul d have been clained as MC credits under the income tax. Refunds are
assuned to be paid after the close of respective incone or tax years.

Thi s anal ysis does not take into account any change in enploynent, persona
i ncome, or gross state product that may result fromthis bill becom ng | aw

Tax Revenue Di scussi on

The General Fund inpact of this bill would be determ ned by the anount of
qualified i nvestnment expenses incurred by certain manufacturers electing to
claimsales tax refunds instead of carrying over MC credits. Qualified

i nvestment was estimated fromU. S. Departnent of Commerce data capturing
annual capital expenditures. This anmount was grown to the out-years by
appl yi ng Department of Finance projected growth rates for corporate profits.
This estimate assunes that capitalized | abor costs woul d not be refunded but
clainmed as a M C because sales tax is not paid on such amounts. Thus, al

i nvest ment amounts were adjusted for capitalized | abor directly associ ated
with qualified investment. The next step was the identification of
conpani es that would file a claimfor refund in lieu of claimng the MC
credit allowed by Section 17053.49 or 23649 of the Revenue and Taxation
Code. Based on tax return information, it is assumed conpanies that are
unable to use all of their generated credit in any given year would file a
claimfor sales tax refunds in lieu of the MC credit.

BOARD POSI TI ON

Pendi ng.



